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Evaluation of an Internal Control System
Dr. Virginia R. Huntington, CPA
In a generic sense, the phrase “internal con­
trol” covers the whole spectrum of manage­
ment policy and procedure; two particular 
bands of the spectrum are served by a system 
of internal accounting control. Any evalua­
tion of a control system, for external audit 
purposes or otherwise, must include an inspec­
tion in two areas: (1) regarding the steward­
ship of management over the assets of the 
business entity—are assets of the company 
protected against improper diversion?—or 
perhaps of equal importance, are the assets 
utilized efficiently? (2) regarding the quality of 
the accounting information generated by the 
accounting system—is it really dependable?—is 
it recorded, classified, summarized and pre­
sented in a reliable and meaningful manner?
Variables Affecting a Control System.
Problems in the installation and evaluation 
of an internal control system vary according 
to the size and nature of the particular 
company. It is a common opinion that internal 
control is impossible in a very small company 
because the number of personnel does not 
allow an adequate division of duties to pro­
duce appropriate counter-checks against fraud 
and error. In large companies, difficulties may 
be anticipated because of the complexity of 
the business organization and operation. In 
any company, the status quo of organization 
and personnel attributes affects the design 
and installation of an adequate internal con­
trol system. Nevertheless, standard auditing 
procedures require that the external auditor 
shall evaluate the system of internal control 
as a basis for determining the extent of 
audit tests to be performed. If the system is 
inadequate, the tests must be extended, re­
sulting in increased costs in time and audit 
fees.
AICPA Committee Recommendations.
The Committee on Auditing Procedure of 
the American Institute of Certified Public Ac­
countants in 1949 issued a monograph1 on 
the subject of Internal Control, describing 
the “elements of a coordinated system and its 
importance to management and the inde­
1 Internal Control, special report by the Committee 
on Auditing Procedure, American Institute of 
Certified Public Accountants. New York, 1949.
2 Case Studies in Internal Control, No. 1, 2, and 3, 
American Institute of Certified Public Accountants. 
New York, 1949-50.
pendent public accountant.” Subsequently, 
the same Committee issued three case studies2 
to “illustrate the manner in which an ac­
countant evaluated internal control and ap­
plied his findings in an actual audit.” These 
publications are as significant today as they 
were at the time of their publication.
In its monograph the Committee outlined 
the importance of a plan of departmental or­
ganization which would assure departmental 
independence and create clear lines of re­
sponsibility. The Committee commented upon 
the desirability of furnishing key personnel 
with accounting and procedures manuals, 
continually updated, to provide for the com­
munication of system changes. Forms design 
was seen as another important consideration, 
providing a degree of built-in control accord­
ing to the manner in which information is 
classified and displayed on the form. Col­
lateral control procedures in a broadly-based 
internal control plan were described as in­
cluding material and production controls, 
appropriate cost systems, budgetary controls, 
a provision for periodic summaries and re­
ports, and an internal audit staff.
An over-all plan of organization and the 
design of a flow of procedures was likened 
by the Committee to a strategical plan; sound 
practices adopted for the effectuation of the 
plan were called tactical measures. These 
practices include a division of duties, a sys­
tem of counter checks, the establishment of 
controlling accounts, listing pre-approved 
suppliers and competitive purchase costs, re­
quiring independent counts of merchandise 
received, and providing for the verification of 
invoices and other supporting documents prior 
to the authorization of disbursements.
The Committee regarded personnel policies 
as being of primary importance and suggested 
that the selection of officers and department 
heads and of operating personnel should be 
based on the consideration of whether the 
individuals could operate within the planned 
organization structure, carrying out the pre­
scribed procedures in an efficient manner. 
Summarizing its report, the Committee ob­
served that management must devise, install,
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and supervise a system o£ internal control 
which will safeguard assets, check the re­
liability of accounting data, promote efficien­
cy, and encourage adherence to prescribed 
policies. For these purposes, there must be 
an appropriate plan of organization, includ­
ing an adequate system of authorization and 
record procedures.
Approaches to an Evaluation.
Management’s responsibilities extend be­
yond the initial design and installation of an 
internal control system. To be effective, the 
system must be under constant review, or 
evaluation, to determine whether procedures 
are being carried out according to plan, and 
whether the plan needs to be revised. The 
internal auditor is interested in evaluating 
the quality of the internal control system from 
a managerial point of view, while the ex­
ternal auditor is interested from the viewpoint 
of his responsibility to third parties through 
his attest function.
Several approaches to an evaluation in­
clude interviews, flow charts, and question­
naires. One time-honored approach is the in­
ternal control questionnaire form utilized by 
the certified public accountant. Case Study 
No. 1, referred to above,3 contains a sample 
questionnaire form used for a textile company. 
The form is divided into the following sec­
tions: (1) general, (2) cash receipts, (3) 
cash disbursements, (4) petty cash funds, 
(5) marketable and other security invest­
ments, (6) notes and accounts receivable, 
(7) inventories, (8) property, plant, and 
equipment, (9) notes and accounts payable, 
long-term debt, and capital stock, (10) sales, 
(11) purchases and expenses, (12) payrolls, 
and (13) summary. The review of the system 
should include at least a summary interview 
with the chief officer of the company and 
the issuing of a client memo.
3 Ibid.
4 Herbert J. Stelzer, “Evaluation of Internal Control 
in Small Audits,” The Journal of Accountancy, 
November, 1964, pp. 55-61.
5 Ibid.
6 W. Thomas Porter, “Evaluating Internal Controls 
in EDP Systems,” The Journal of Accountancy, 
August, 1964, pp. 34-40.
7 Ibid.
Evaluation of an Internal Control System in 
a Small Company
Even a small company can and should in­
stitute an adequate system of internal con­
trol.4 The external auditor must evaluate the 
internal control system for purposes of his 
audit; his evaluation in the small company 
usually consists of a combination of inter­
view, flow charts, and questionnaire. Ade­
quate internal control may be provided by 
bringing the owner-manager into the for­
malized control routine. For example, the 
owner-manager can open the mail and pre­
list receipts to be compared later with the 
detail of deposit slips. If he is not willing to 
spend his own time on such functions, he 
may delegate this part-time control function 
to a family member. The internal control 
questionnaire for a small company should 
contain queries as to whether the account­
ing records are kept up to date, as to whether 
a budget system is utilized, and regarding the 
extent of the active interest of the owner­
manager in the financial affairs of the com­
pany. It should also elicit information as to 
whether the bookkeeper takes a regular va­
cation and as to how his duties are per­
formed in his absence.
An adequate division of duties is important 
in a small company, just as in a large com­
pany. A well-designed questionnaire form will 
help the auditor to determine whether there 
is an appropriate division of duties in such 
areas as cash receipts and disbursements, ac­
counts receivable and sales, inventories, etc. 
and as to whether there is a continuous in­
ternal audit in force. A suggested form of 
questionnaire may be found in an article by 
Herbert J. Stelzer,5 in which the author con­
cludes that there is no automatic means of 
evaluating an internal control system and that 
the skill and professional judgment of the 
auditor is still the most important feature in a 
control system evaluation.
Evaluation of the Internal Control System in 
a Large Company.
For those who are interested in the evalu­
ation of the internal control system of a large 
company, Mr. Thomas Porter has discussed 
the evaluation of an electronic data processing 
system.6 An auditor must judge the quality 
of the data processing system as well as the 
quality of the input data, for the quality of 
the output data is a product of both of these 
factors.
Auditing through the computer, rather 
than around it, is an important procedure in 
an evaluation of the system.7 Test decks 
are prepared, containing as many unusual 
transactions as the auditor may desire to use 
in testing the data processing system’s capacity 
to handle the transactions and to report ex­
ceptions under programmed controls (size 
limits, range limits, sequence restrictions, etc.)
(continued on page 8)
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these schedules, determination should be made 
as to whether it is a type of property which 
must be included in the gross estate; whether 
the decedent has sufficient interest in the prop­
erty; and, if the decedent had an interest, 
did he still possess it as of the date of death, 
and to what extent. Since the concept of prop­
erty interests for Federal estate tax purposes 
is often esoteric, it is essential to ascertain the 
extent of a decedent’s interest in property.
Laws in community property states limit 
the extent of a person’s interest in community 
property. Only one-half of the value of prop­
erty held in community need be included in 
the gross estate of the decedent, and where 
non-community (separate) property is owned, 
the law provides for a marital deduction for 
interests passing to the surviving spouse. The 
marital deduction (roughly fifty per cent of 
the value of property passing to the spouse) 
is intended to equate the impact of the Fed­
eral estate tax between community and non­
community (common law) states.
Debts of the decedent are allowed as a 
deduction from the gross estate to the extent 
that they represent personal obligations of 
the decedent which existed at the time of his 
death. They are deductible whether or not 
they are then matured. For example, interest 
which has accrued on a real estate mortgage 
is deductible to the date of death. Among 
other claims deductible against the estate are 
medical expenses incurred during the dece­
dent’s lifetime, unpaid income taxes (and 
penalties thereon), mortgages and notes on 
specific property in the estate.
Many residents of the United States own 
property in other countries. Some of these 
countries levy death taxes on the transfer by 
nonresidents of property situated in these 
countries, and the estates of many United 
States citizens are subject to double taxes. To 
protect against double taxation, Internal Rev­
enue Code Section 2014 provides a limited 
foreign estate tax credit for United States cit­
izens and residents. Only taxes attributed to 
property taxed in both countries is allowed as 
a credit. Further, the credit cannot exceed the 
portion of United States taxes attributable to 
the property taxed in both countries.
A credit is also allowed against Federal 
estate taxes for estate or inheritance taxes paid 
to any state with respect to any property in 
the decedent’s gross estate, and for certain 
gift taxes paid during his lifetime as well as 
for Federal estate tax paid on prior transfers 
to the decedent.
In reaching property includible in the gross 
estate, the scope of the Federal estate tax 
is far greater than that of the Federal income 
or gift tax statutes. This is illustrated by the 
fact that completed gifts made by a decedent 
many years before his death may still be in­
cludible in his gross estate even though a gift 
tax has been paid. Similarly, a decedent may 
not have been subject to income tax on a por­
tion of property he possessed at death, but 
the whole of such may still be included in his 
gross estate. These results are not only due 
to the broad concept of property interests em­
bodied in the Federal estate tax law, but also 
to inconsistencies between the Federal estate, 
gift, and income tax statutes. The courts have 
often pointed out that each of these taxes is 
independent of the other, and any correlation 
or consistency rests with remedies vested sole­
ly in Congress.
Any accountant who has the opportunity 
to participate in the preparation of a Federal 
estate tax return will find the field most in­
triguing and rewarding. The ability to inves­
tigate facts and records, coupled with a good 
grasp of the law, will often produce a reduc­
tion in the tax liability of the estate.
Evaluation of an Internal Control System.
(continued from page 4)
Test decks must not be confused with test 
programs. The test program is designed to 
reveal certain out-of-limits or out-of-sequence 
conditions in the normal processing routine, 
while the test deck represents a series of hy­
pothetical transactions to be processed and 
which are pre-analyzed for the purpose of 
determining expected output results. A proc­
essing of the test deck through the normal 
processing routine should produce the same 
results as did the pre-run analysis. Once the 
data processing system is found to be re­
sponsive to a valid systems test, the auditor is 
in a position to decide the extent of his audit 
tests of the input data.
Summary and Conclusions.
Some aspects of an internal control system 
may vary according to the size and complexity 
of the business operation. But in any business 
situation the control objectives are essentially 
the same. The control system must be de­
signed to aid the protection of assets and also 
to promote the desired quality in the account­
ing information generated by the accounting 
system. Any evaluation of an internal control 
system must respond to the question of 
whether the system is fulfilling these objec­
tives. In the small company, the question­
naire form, the interview, and flow charts 
describing the handling of assets and docu-
(concluded on page 14)
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Tips For Busy Readers
(continued from page 12)
Mr. Moore in the first article states that the 
interplay between the operations researcher 
and the accountant is already extensive and 
is growing. He defines operation research on 
the philosophical level as the application of 
scientific methods to problems that have for­
merly been considered nonscientific, and in 
terms of technique, as a methodology that in­
cludes such techniques as mathematical 
simulation, statistics, optimization, and various 
methods of electronic computation.
The article points out that there is no such 
thing as an “average” operations research study, 
but all projects have certain things in common, 
including organization of the work effort. Any 
operations research study must begin with a 
definition of the problem. The next step is to 
survey the information available. This is usual­
ly followed by the construction of mathematical 
models.
An operations research study and a com­
pany’s accounting system are closely related 
in several ways. The accounting system is the 
primary source of much of the data used in 
the study. The accounting system may also 
be used as a vehicle for implementing the rec­
ommendations and conclusions of the study. 
The article, however, points out some of the 
deficiencies of accounting data, and discusses 
the problem of retrieving data from an ac­
counting system.
The author’s conclusion is that operations 
research is profoundly affecting the thinking 
and actions of modern managers, and the needs 
of the operations research analyst are rapidly 
becoming the needs of the scientific and analy­
tical manager.
In “Scientific vs. Practical Management: A 
Pragmatic Approach” Mr. Murray raises the 
question, “Which is more effective—manage­
ment science or practical experience?” He be­
lieves that the gulf between the business 
theorist and the hard-headed man of experience 
is wide, and the purpose of his article is to 
present suggestions as to how to achieve a 
compromise that works.
Mr. Murray believes that he, as a consult­
ant, has to adopt what is essentially a prag­
matic view and that the pragmatic view is 
also the one for the businessman to take.
The article discusses the early development 
of operations research and states that the es­
sential characteristics of the operations re­
search method are systems orientation, use of 
inter-disciplinary teams, and the adaptation of 
the scientific method. Each of these character­
istics is discussed briefly, followed by an ap­
plication of the pragmatic approach and the 
purist’s approach to two actual problems.
A Harvard Graduate Business School study 
of the extent to which business management 
has embraced and put into practice “man­
agement science” techniques is summarized. 
Using a broad definition of management science, 
the study found more than 80 % of the largest 
corporations taking advantage of one or more 
of the new techniques, with this practice ex­
tending from production scheduling and in­
ventory control to personnel, marketing, and 
research and development areas. Another con­
clusion of the study was that the researchers 
found that no matter how competent the man­
agement science practitioner may be in his 
own field, few of them are skilled in the art 
of managing a business. As a result, the man­
agement scientists may propose sophisticated 
techniques based on invalid assumptions, or 
elegant solutions to insignificant problems.
Mr. Murray’s conclusion is that perhaps we 
need two kinds of players in the business arena, 
on the one side the purists with a scientific 
point of view and research interest, and on the 
other side people with a business and profit 
point of view and with an interest largely in 
the ends rather than in the means. The latter 
group should follow developments closely to 
recognize opportunities to apply more scientific 
approaches and to adapt and implement solu­
tions in a practical manner.
Mary E. Burnet, CPA
Rochester Institute of Technology 
Rochester, New York
Evaluation of an Internal Control System
(continued from page 8)
ments, constitute the major tools of evalu­
ation. In the large company, the auditor fre­
quently must evaluate an electronic data 
processing system. In such an event, he 
must work through the system in order to test 
its capabilities. The use of test decks contain­
ing known errors provides a test of the pro­
gram’s response to a particular class of error 
in which the auditor is interested. Under any 
circumstances, the auditor’s skill, judgment, 
and perception are critical to a good evalua­
tion of an internal control system.
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